General Business, Financial and Other Risk Factors

We anticipate having future operating and net losses We have mcurred operating and net losses every year singe we
began operations We have mvested sigmficant amounts of capital and other expenditures in developing our business and deploying
our networks systems and services and we will continue to invest capital for the operation of our business We will continue 1o have
sigmificant operating and net losses m our business untib we gstablish a sufficient revenue-generating customer base 1o cover our costs
For the quarter ended September 30, 2003, we had net operating losses of 360 7 mition and net losses including reorganization 1ems
of $63 | mullion Even if we emerge from bankruptey we can make no assurances that we will achieve or sustain profitability or
generate sufficient operating income to meet our working capual capital expenditure and debt service requirements

Our customer contract with Eevel 3 Communicahons represented 14% of our total revenues for the quarter ended
September 30, 2003 and the loss of this customer would materially and adversely impact our business. Qur largest customer 1s
Level 3 Communications, Inc , who is the assignee of Genwty Solutions Inc s mterest in the Genuity/Allegiance [ntegrated Network
Solution Purchase Agreement Revenues from this contract were $27 3 mullion and $26 2 mullion for the three menths ended
September 30 2003 and 2002, and $84 2 mithion and 560 5 million for the nine months ended September 30, 2003 and 2002,
respectively This represented 14% and 12% of our to1at revenues for the quarters ended September 30, 2003 and 2002, respectively
and 39% and 37% of our dava tevenues for the same periods In addition, approximately 5% of the reciprocal compensation earned
by us from other carriers 15 as a result of the other carners termnating the Level 3 traftic on our networks Reciprocai compensation
revenues for the three months ended September 30 2003 and 2002, were 34 0 million and $7 1 million and for the nine months ended
September 30 2003 and 2002 were $19 8 mullion and 325 0 tmllion, respectively We anticipate that Level 3 will contmue to be our
largest customer for the foreseeable future if we fail 1o meet the performance warranties under this contract or fulfill certain other
obligations under this contract, Level 3 may be allowed to offset future payments to us and 1f such failure conunues for an extended
peniod of ime Level 3 could terminate this contract The contract contains specific provisions that sllow Level 3 (a) to decrease ats
purchase commitment 1a certain situations, wncluding but not lirmited to 1f Levet 3's customer AQL reduces its services with Level 3
under Level 3 s contract with AQL, or (b) to decrease the purchase commitment or terminate the contract 1f Level 3 receives a bona
fide competitive offer for a certain amount of services from a thurd parnty for services similar 1n type to the services provided by
Company under the contract and the Company does not agree 1o reduce 1ts pnces to match the competitive offer In addition, 1f the
Company matches any guaiifving competitive offer from a third party  the Company could expenence reduced revenues  If we were
1o lose some or all of the revenues under the contract, we do not believe we could implement sufficient cost-cutting measures 1o offset
such decrease 1n revenues or be able to replace the revenues n a short peried of sme The resulting reductton in revenue (including
reduction 1n reciprocal compensation revenues) and/or loss of this contract would have a material adverse effect on us Please see the
diseussion of this customer contract under “Management s Discussion and Analysis of Financial Condition and Results of
Operations ™

One of our prumary mveice processing vendors has a "going concern™ qualification and any financial difficulnes
experienced by 1t conld have an adverse impact to our business  We have an invoice processing agreement (the “Bitling
Agreement”) with Daleen Sotutions, Ine {“Daleen™) Daleen is one of our primary invoice processing vendors for bilhing our
customers and we believe that the amounts paid by us under the Billing Agreement represent a substantial portion of Daleen’s
revenues The original term of the Billing Agreement expires on December 31, 2003 and automatically renews for addinonal one year
terms, unless erther party gives the other party nouce of 11s intent to not renew this agreement at least sixty days prior to the expiration
of then existing term  On October 30, 2003, Daleen nonfied us that it was elecung to not renew the Billing Agreement, but that 1t
would Like to discuss the terms of a new contract  On October 31, 2003, Daleen filed a Motion For Relief From the Automatic Stay
inder Section 362 of the Bankruptcy Code (“Motion™) seeking rehief from the automatic stay so that 1t could send us nouce of 1ts
tntent to elect to not renew the Billing Agreement On November 19, 2003, the Bankeuptcy Court denied Daleen’s Motion, but
Daleen may appeal the Bankruptey Court’s ruling  1f the Barkruptcy Court’s decision 1s not appeated or upheld on appeal, the Bilkng
Agreement will renew on December 31, 2003 for an additional one year term on the same terms and conditions as the existing Billing
Agreement
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On January 30, 2003 Daleen Technologies, Inc *s auditors, KPMG LLP, 1ssued an [ndependent Auditors’ Report on Daleen
Technologies Inc that contained a “gowng concern” gualification  Daleen 15 a wholly owned subsidiary of Daleen Technologies Inc
{“Daleen Technologies™) On May 21 2003 Daleen Technologues filed a Form 8-K with the Secunties and Exchange Commtssion
warning that 1f we fail to continue business with Daleen Technologies and Daleen Technologies fails to obtain additonal financing or
fauls to engage 1n one or more strategic alternatives, 1t may have a material adverse effect on Daleen Technologies® ability to operate
as a going concern [n addition, on October 31, 2003, Daleen Technologies filed a Form 8-K with the Securities and Exchange
Commssion warmng that :f we cease to do business with Daleen Technologies and Daleen Technologies fails to obtamn additional
financing or fails to engage tn one or more strategic alternatives 1t may have a matenal adverse effect on Daleen Technologies ability
to operale as a gowng concern

There can be no assurance that Daleen wall remasn 1n business through the migration of our customers off the Dateen service
ar provide the services required under the Billing Agreement Ef Daleen ceases to remain in business or fails to provide the services
under the Billing Agreement, 1t may have a matenal adverse effect on our company and our business

The regulation of interconnection mith mcumbent local carners involves uncertainties, and the resolution of these
uncertainties counld adversely affect our business. Although the incumbent local carriers are required under the Telecommumnications
Act of 1996 1o unbundle and make available elements of their network and permit us to purchase only the ongimation and termination
services that we need thereby decreasing our capital and operating expenses, such unbundling may not be done as quickly as we
require may be priced higher than we expect, and/or the incumbent local exchange carriers may erect barmers to use of such elements
This 1s important because we rely on the facilines of these other carners to provede services to our customers Our abihity to obtain
these 1nterconnectson agreements on favorable terms, and the tume and expense involved :n negotiating them, can be adversely
atfected by legal and regulatory developments

The United States Supreme Court vacated a FCC rule determumag which network elements the incumbent local carriers must
provide 10 competitors on an unbundled basis On November 3, 1999, the FCC released an order revising 1ts unbundled network
element rules ta conform to the Supreme Court’s interpretanon of the law, and reaffirmed the availability of the unbundled network
elements, including local loops and dedicated transport, the principal elemenis used by us We use unbundled local loops and
unbundled high capacity digial loops 1o connect our customer locations to our voice and data transmussion equipment ¢olocated in the
incumbent locat carriers’ central offices, and dedicated transport to cennect our transmission equipment to our switches and data
equipment which are generalty iocated at our central offices The FCC also stated 11s intention to review every three years the
unbundling oblhigations of incumbent local exchange carriers The U § Court of Appeals for the District of Columbia Cireust
remanded, but did not vacate, the FOC s Order on May 24, 2002 The FCC’s request for reheaning of that decision was denied, but the
Court agreed to delay untl February 20, 2003 the 1ssuance of the mandate On February 20, 2003, the FCC announced 1ts decisien in
the trienmal review as briefly discussed below While these court and FCC proceedings were pending, we entered 1n1o interconnection
agreements with a number of incumbent local catriers through negotiations or, 1n some cases, adoption of another competitive local
carmier’s approved agreement These agreements remain in effect, aithough n some cases one or both parties may be entitled to
demand renegotiation of particular provisions or of the entire agreement based on intervening changes in the law However, it 15
uncertamn whether any of these agreements will be so renegotiated or whether we will be able to obtain renewal of these agreements on
as favorable terms when they expure The incumbent local exchange carmers have 1n each tnstance requested renegotiation of our
Interconfection agreements

Our faciliues-based strategy allows us to control much of our network but we are sl dependent on certain essential network
elements that we lease from incumbent carmers On December 20 2001, the FCC released a Notice of Proposed Rulemaking as part of
1ts comprehensive “trienmal review” of the unbundling rules 1t implemented on November 5, 1999 In this review, the FCC examined
the circumstances under which incumbent local exchange carriers will be required to make parts of their networks available to carriers
like Aliegiance on an unbundled basss under Section 251 of the Telecommunications Act of 1996 In particular, the FCC reviewed
whether tncumbents should be required to offer on an unbundled basis, among other things, local vosce grade loops, unbundled
network element platforms, high capacity loops
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such as those we use for many of our data and integrated voice and data services, subloops, network interface devices, the high-
frequency portion of the loop switching, and interoffice transmussion facilines The FCC announced us decision on February 20 2003
in the trienmal review proceeding and released the written erder on August 21, 2003 In addition, the FCC has subsequently 1ssued
clarificaltons 1o the order through errata General mighlights of the order are as follows

. In general the FCC s trienmial review order revised its standard of review for deterrmiming when unbundled network
elements are made available to competitors Specifically the FCC s revised standard recogmzed the benefits ot
faciitlies-based competition and confinmed that continued provisron of UNEs 15 essential to the growth of facrlitres-
based networks such as those operated by us

. With respect to unbundled switching, the FCC adopted a process whereby the state public utilities commussion will
constder whether competitors are impaired if they do not have access to Bell companies’ switch services on a UNE
basis under the regulatory construct known as unbundied network element platform (“UNE-P”) We expect that this
state review will result in a review of the hot cut process (transferring a customer from the Bell’s sysiems to our
systems) and could potentiaily enhance our ability to transition hew customers to our networks

. The decision also cenfirms that facilit:es-based compelitive cartiers like us can continue to obtain access to loops in
almost all markets The FCC also clanfied the condimons under which the Bell companies must make available
unbundled loops for competitors This should reduce the ime 1t takes us to install a customer s services, espeuially
w certain [LEC areas

N On transport 1ssues, the FCC adopted a standard proposed by us whereby transport will be taken off the UNE st on
a route-spectfic basis when there are two compet:tive wholesale providers of transport or three seif-provesoned
transpott hinks by non-ILEC sources This approach is consistent with our smart-build strategy for local transpon of
using ELEC facthties only as a transition to dark fiber or the facilities of other providers

* The FCC decision also makes it easter for competitive carners hike us to obtain Enhanced Extended Links (“EELs™)
These are combinations of loops and transport that connect back to the competitive carrier’s swiich Although we do
not currently use EELs on an extensive basis, this aspect of the inennual review gives us an opportunity to efficiently
expand our facilities-based network to additional areas not directly accessed by our current colocation footpnnt and
10 potenuially reduce the number of colocations we have thereby reducing our network costs

. The FCC exempted hybnd fiber/copper loops that provide packetized data transmission from the UNE rules The
FCC preserved access to high-capacity loops, such as DS1°s, DS3's, dark fiber and copper subloops that transmut
services using existing TDM (tme division multiplexing) technology Since virtually all of ovr current business
customers are served using unbundled copper loops or DS1’s that use TDM technology, the FCC's exemption of
hybnd fiber/copper loops that provide packet-based technology shouid not impact cur current operattons  In the
future, as new packet-based technologres are deployed n the local loop infrastructure, this ruling by the FCC could
cause an adverse impact on our ability to compete with the ILECs for small to medium-sized business customers
We and other competitive carners have appealed the broadband sections of the triennial review order in the D C
Circurt Court of Appeals based on our view that the FCC's exemption of hybnid/fiber loops 1s untawful and 1n
violation of the Telecommunications Act of 1996 We are unable to predict at this time the trming or outcome of the
decision by the D € Circat Court on this matter

. The FCC also exempted from unbundling any end-to-end fiber loop that 1s defined as fiber-10-the-home ("FTTH™)
for new greenfield developments  After the release of the tnennial review order, the FCC 1ssued an errata that
expanded the FTTH definiion beyond residential dwellings to include end-to-end fiber loops that also extend all the
way 10 a premise that would include small businesses that we might serve  We and other competitive carriers have
sought a stay of this aspect of the triennal review order which 1s also pending before the D C Circust Court of
Appeals The D C Circunt has subsequently consolidated ali stay mouons and appeals of the tnenmial review order
and has indicated its intent to consider all challenges to the triennial review order on an expedited basis  The Court
has announced a schedule for heaning all of these appeals with oral arguements scheduled for January 28, 2004 We
anticipate a decision from the D C Circuit Court coutd be 1ssued as early as the second quarter of 2003 1f the
E T'TH section of the tnenmal review order 1s not ultimately overturned 1l would prevent us from being able 10
provide services 1o small businesses in new greenfield developments
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In additson 10 the polennal impact on our business from the hybrid/fiber loop and the FTTH sections of the trienmial review,
the ILECs have recently filed petitions for reconstderation at the FCC seeking greater relief from certan addinonal aspects of the
FCC s deciston These petitions seek to expand the FTTH new-build greenfield exemption to apply also to fiber-to-the-curb
deployments as well We and other competitive carmiers are opposing these petitions at the FCC, and a decision could be forthcoming
1n the next few months  If the FCC should grant one or more of these ILEC requests, 1t would materally reduce the number of small
bustnesses that we can serve and would have a matenal adverse effect on our business

Any action by the FCC, state regulators or the courts lmiting the avanfabslity of unbundled network elements, especially
unbundled local joops network nterface devices or interoffice transrmssion facihties, could increase our costs and otherwise have a
matenal adverse impact on our business

On February 15 2002 the FCC released a Notice of Proposed Rulemaking requesting comment on the future regulatory
treatment of wireline broadband Internet access services The FCC has tentanvely concluded that when an entity provides wireline
broadband [nternet access over its own transmission facihties, the service should be clagsified as an information service, rather than a
telecommunications service [f the FCC adopts this conclusion, wireline broadband [nternet access services provided by local
exchange carners would be subject 10 substannally less regulation, and this could result in the incumbent carriers not having to
provide unbundled loops or unbundled high capacity dignal loops over the lines used by us to provide broadband Internet access We
purchase unbundled lngh capacity digital loops from incumbent carriers to provide our own broadband Intemet access service and
integrated access service While we cannot predict the outcome of this proceeding, any curtailment of the incumbent camers®
unbundling obligations for the loop component used by them o provide broadband Internet access services or changes n the cost
basis therefore could matenally increase our ¢osis and adversely affect our ability to compete effectively with the incumbent carners’
broadband Internet access products Our ¢urrent understanding 15 that the FCC will 1ssue this rulemaking in the near future

In zarly May 2003 the llhnos legisiature passed and the govemor signed legislation that could sigmificantly increase rates
for unbundled local foops that SBC charges 1o competitors including us n illinois We are currently evaluating the impact of the
legislation on our bustness, but we expect that our network expenses for unbundled loops 1n certain local calting zones of the Chicago
metropolitan area may be ncreased to a tevel that will make our products and services [ess competitive with SBC’s retl offerings
The legistation grandfathers up 1o 35,000 exasung hines under ihe old rates for two years but apples to all new installabons
immediately In addition, any hnes that churn off of service may not be replaced by new hines at the grandfathered rate, but rather wall
be at the new rates A lawsuit was filed seeking to overturn the [llinois taw in federal district court and seeking a stay of the
effectiveness of the [aw The distnct court overturned the law and stayed the effectiveness of the rate increase The seventh circwt
court of appeals upheld the lower district court decision 1t 1s not ciear whether SBC may appeal this ruling to the United States
Supreme Court If the district court’s decision 15 not ulumately upheid, we may have to sigmificantly reduce or abandon our efforts to
add new lines or customers in certain calling areas of {llinois and evaluate the viability of continuing to operate 1n the Chicago market
when the two vear grandfathering period has expired If the district court’s decision 15 ultunately overturned or other states in which
we operale were o enact similar legislation, 1t could have a matenal adverse impact on our business

The FCC has 1ssued a Nouce of Proposed Rulemaking to examine and potentially revise the procedure and rules for
calculating the prices that ILECs charge competitors for unbundled network elements (UNEs) The process could result in an increase
{possibly material) in the prices that we pay the ILECs for UNEs A material increase in UNE prices, especially for local loops and
iocal transport, would have a material adverse impact on our business

The regulation of access charges involves uncertainties, and the resolution of these uncertainties could adversely affect
our business We eam “access charge * revenue by connecting our voice service customers fo their selected toll and long drstance
carners for outbound calls or by dehvening inbound toll and long distance traffic to our voice service customers Qur interstate access
charges were filed largely turronng those used by the Nanonal Exchange Carmier Association (“NECA™), an association of
mdependent local exchange carriers, and our state access charges were generally set al rates comparable to those set by state
associattons similar 10 NECA or of individual incumbent carriers operating n other areas withn the same state These charges are
generally higher than those charged by the larger incumbent focal exchange carmers operating 1n the same areas because these large
incumbent Jacal exchange carners have many more customers and therefore have lower per untt costs Access charges are intended to
compensate the local exchange carrier for the costs incurred in onginating and terminating toll and long distance calls on us network
and we believe our access charges are approprately set at levels approximately the same as those of the smaller carners but we
amicipate that these rates will decline over ume Qur switched access rates will have to be adjusted 10 comply with future decisions of
the FCC or state commissions and these adjustments could have a matenal adverse effect on us We have entered into a hmited
number of agreements with other carners regarding access rates which settled certain access charge disputes We are 1n the process of
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evaluating these agreements to deterrmne whether to reject or assume these agreements 1 our Chapter 1t bankrupicy cases There can
be no assurance that we will be able to reject those access agreements, 1f we are able to reject such agreements, we believe the other
carriers would need to pay us for access al our higher tariffed rates which could increase our access revenues

On Apnl 27 2001, the FCC 1ssued a Report and Order in the Access Charge Reform docket addressing competitive local
exchange carner interstate access charge rates The FCC estabhished safe harbor benchmark iterstate rates that decrease over three
years to the rates charged by incumbent local exchange carners The FCC stated that interexchange carrers must pay the benchmark
rates for the Interstate access services they receive or face suit in federal court AT&T has appealed the FCC's Report and Order to the
U S Court of Appeals for the District of Columbta Crecurt Gn April 27, 2001 the FCC also released a Notice of Proposed
Rulemaking pursuant 1o which 11 1s examining all forms of intercarnier compensation shcluding access charges, and seeks commens on
the feasibility of adopting a bull-and-keep approach for all such compensation Federally-mandated reductions 1o access charges or
adopuion of a till-and-keep approach could have a material adverse effect on us 1f we are upable 1o offset them with other revenues

On May 31, 2002 WorldCom Network Services, Inc filed an informal complaint against us at the FCC claiming that 1115
entitled to a refund of 3 portion of the interstate switched access charges paid by WorldCom to us prior to the effective date of the safe
harbor benchmark rates that 1t alleges were unjust and unteasonable We have since settled this matter, along with other disputes that
each party had against the other The settlement was effective April 15 2003 and was approved by the Bankruptcy Court in the
WorldCom Chapter 11 proceeding on May 28 2003 We have not yet assumed this agreement in our Bankruptcy Case and we are
evalnating whether to assume or reject this agreement

On May 31 2000 the FCC approved a proposal made by a coalition of the largest incumbent local carriers AT&T and
Sprint, to restructure interstate access charges Pursuant 1o the propesal certan incumbent carriers destgriated as * prece cap’
incumbent loual carriers, are required to reduce their intersiate access rates to targeted levels approved by the FCC or submit cost
studies to justify different rates We anticipate that implementation of the FCC''s decision will lead 1o an industry-wide reduction in
Interstate access rates, even by those camers that are not bound by the decision, wcluding smaller carners Reduction 1n interstate
access rates will have a matenal adverse effect on us unless we are able to offset the access revenues with other revenues

Several states in which we offer mntrastate access senvices, including Colorade Maryland, Massachusetts, Missoun New
Jersey, New York, Texas Virginia and Washington, have proposed or required that access charges of compeutive local carners be
capped at the rates charged by incumbent local carriers operating 1n the same area as the competitive local carriers with respect to calls
ongmating or termnating 10 such area, except where the competitive carmer can establish that ts costs justify a higher acgess rate
through a formal cost proceeding We believe that it 1s possible that other states will enact similar requirements We also believe,
however that 11 1s more likely that many states will use the same approach for intrastate long distance as the FCC ulumately decides to
use for interstate long distance If these proposals are adopted, they could have a matenat adverse effect on our revenues

We could lose revenues if calls to Internet service providers are treated as long distance interstate calls, We earn
“reciprocal compensation” révenue by terrmnating on our network, local calis that enginate on another carrier’s network We believe
that under the Telecommumcations Act of 1996, other local exchange camers should have to compensate us when thesr customers
place calls to our customers who are Internet service providers Most incumbent local carniers disagree A majonty of our reciprocal
compensation Tevenues are a result from calls to our customers that are Intemet service providers, such as Level 3 Regulatory
decisions providing that other carriers do sot have to compensate us for these calls could it our ability to service this group of
customers profitably and could have a matenai adverse effect on us Given the uncertainty as to whether reciprocal compensation
should be payable 1n connection with calls 1o Internet service providers, we recogmze such revenue only when realization of tt1s
probable In additron, the per runute compensation rates the FCC established for calls to Internet service providers under new
interconnéction agreements are significantly iower than the reciprocal compensation rates under our previous agreements Although
no order has yet been 1ssued, 1t has been reported that on August 7, 2003, the Minnesota Public Utilines Commussion established a rate
of zero cents for the end-office switching component of terminating local cajls subject to reciprocal compensation We believe, based
on the recommendation of the Commission staff, that this reduction will not 1ake place until we negotiate and execute an amendiment
10 our imerconnection agreement with Qwest in Minnesota to reflect this regulatory change These reductions in compensation will
have a matenal adverse effect on us if we are unable to offset them with other revenues

The obhigation to pay reciprocal compensation does not extend 1o long distance interstate calls The FCC m us Declaratory
Ruhing of February 26, 1999, determmed that Imernet service provider traffic 15 nterstate for junisdictional
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purposes but also determined that 1ts current rules nesther required nor prohibuted the pavment of reciprocal compensation for such
calls In the absence of a federal rule, the FCC determined that state commissions had authonty to interpret and enforce the reciprocal
compensation provisions of existing interconnection agreements and to deterrmine the appropriate treatment of intemet service
provider traffic n arbitrating new agreements The Court of Appeals for the Dustrict of Columbia Circust 1s5ued a decision on

March 24 200G vacaung the Declaratory Ruhing The court heid that the FCC had not adequately explained its conclusion that calls to
internet service providers should not be treated as * local™ traffic On Apnl 27 2001, the FCC 1ssued its Order on remand from the
Court of Appeals and concluded that 1t had erred in 1ts analysis of Internet traffic n the Declaratory Ruling In that Order, the FCC
categorized such traffic as "information access’ and held that 11 1s not subject fo reciprocal compensation obligations Nonetheless, 1t
established an intenim transitional recovery mechanism pursuant to which Internet service provider traffic will continue to be
compensated, but at rates declining over a peniod of three years In a decision 1ssued May 3 2002, the U 8 Court of Appeals for the
District of Columbia Circunt remanded for further proceedings, but did not vacate the FCC’s Order on remand holding that the
section of the Acton which the FCC relsed did not support its conclusion that Internet service provider waffic 1s not subject to
reciprocal compensation In a Notice of Proposed Rulemaking reicased April 27, 2001 the FCC mutiated a rulemaking to examine all
forms of intercarrier compensation, including reciprocal compensation and sought comment on the feasibihity of adopting a bill-and-
keep approach for such compensation Federally-mandated reductions n reciprocal compensatton will have a matenal adverse effect
on us tf we are unable to offsel then with other revenues Additional disputes over the appropriate treatment of Intemet service
provider traffic are expected

Our success depends on our key personnel and we may not be able to replace key employees who leave, especially
during our reorgamzation under Chapter 11 of the Bankruptev Code. We are managed by a number of key employees, most
notably Royce | Holland, our Charrman and Chief Executive Officer, who 1s widely recogmzed as one of the pioneers in managing
providers of contpetrtive local exchange services The loss of services of one or more of these key individuals, particularly
Mr Holland could matenally and adversely affect our business and our prospects Most of our key empioyees do not have
employment agreements, and we do not mamtain key petson life insurance for any of our employees However many of these key
employees are covered by a key employee retention program which has been approved by the Bankruptcy Court

We are dependent on effective billing, customer service and mformation systems and we may have difficulties in
developing, mamtaiming and enhancing these systems, Sophisticated back office information and processing systems are vital to
our growth and our abihty o control and monutor costs, bill and service customers imitiate, implement and track customer orders and
achieve operating efficiencies We have introduced a new billing platform across our geographic markets and have begun to migrate
A1l existing customers to this new hilling platform Although we are taking steps to manage the implementation of the new billing
system and we believe that the new billing system will enhance cur ability to accuratety and efficiently bill for our services, we cannot
assure you that the transition to the new billng sysiem wili not have any adverse impact on our business We believe this new billing
system wili be more effective and accurate wn delivenng the quahity hilling functions that we need Since our inception, we have also
been engaged 1n developing and integrating our essential information systems consisting of our billing system our sales order entry
svstem, our customer implementation system, our electronic bonding systems and our swiich information systems [n addition. we
continue to mtegrate our acquired businesses These are challenging projects because all of these systems were developed by different
vendors and must be coordinated through custom software and tntegration processes Our sales line count and other core operaung
and financial data are generated by these systems and the accuracy of this data depends on the quality and progress of the system
imtegraton preject Although we have made sigmificant progress i1n our system integraton efforts, we have not completed it and we
tnay experence additional neganve adjustments to our financiaj and operaung data as we complete this effort These adjustments have
not had a matenal adverse effect on our financial or operanng data to date but until we complete the entire project we cannot assure
you that any such adjustments ansing out of our systems integratton efforts will not have a matenal adverse effect i the future If we
are unable to develop acquire and integrate our operations and financiat systems, our customers could expenience delays in connection
of service, bilhing 1ssues and/or lower levels of chent service We also cannot assure you that any of our systems wiit be successfully
implemented on a nmely basis or at all, that rmigrating will be transparent to our users or that our systems wiil perform as expected
because among other things,

. we have and will likely continue to have difficulties in getting products and services from our vendors dehvered in a
umely and effective manner, at acceptable costs and at the service and performance level required,

. we may fail to adequately identify all of our information and processing needs,
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. our processing of information systems may fail or be inadequate,

. we may not be able 1o effectively integrate such products or services,

. we may not be able to effectiveiy migrate existing customers due to a dispute with our gxisting billing services
provider,

. we may fail to upgrade systems as necessary, and

. third party vendors may cancel or fail to maintain, renew or upgrade our license agreements that relate to these
syslemns

Our farlure to successfully implement these systems would have a material adverse effect on our business and prospects

W ¢ are dependent on many vendors and supplters and thewr financial difficulties may adversely affect our business
We depend on many vendors and supplers to conduct our business For example, we purchase our network assets and customer
premise equipment from equipment manufacturers and other suppliers and we lease fiber and other circuuts from other carners as well
as from companies who construct these network elements for resale Many of these third parties have expenenced substantial financial
difficulties 1o recent months 11 some cases leading to bankruptcies and liquidations In particular, the providers of fiber for our
metropolitan fiber rings as well as our long-haul fiber routes have experienced financial difficulnes, including difficulty 1n ratsing the
necessary capual to complete fiber construction projects and 1n some cases filng for pankruptey The finangial difficultses of these
companies could have a matenal adverse effect on cur business and prospects

On February 14, 2003, Broadwing Communications Services, Inc , a supplier of long distance services to us, alleged that we
were tn matenal default of our Master Service Agreement with Broadwing Broadwing 1s demanding $6 6 million wn disputed charges
and 1s threatening to terminate service to our cusiomers Broadwing has also demanded an additienal secunty deposit from us In
response, we sought and received a temporary restraming order An agreed prehmunary mjunction was signed on Aprik 17, 2003,
preventing Broadwing from terminating our service and tefernng the dispute to arbitration This dispute has been stayed while we are
in bankruptcy We have not tncluded this dispute in network costs as of September 30 2003, as we believe 1t 15 not probable that we
will be required to pay this disputed amount

Our financial resolts could be adversely affected by churn and the financial difficulties of our customers. We expect
retatt as well as reta] and wholesale hine chum to continue to average approxumately 2% to 3% per month, which means that
approximately 2% to 3% of our total number of retasi/Tetall and whelesale lines in service would discontinue our service each month
However, our ality to retain our customers and control our churn rate (including line churn) 1s dependent on a number of factors,
including, but not limted to (a) our ability to provide quality service, customer care and accurate and timely bilhng, (b) our abihity to
offer competitive pricing and overcome so called “win-back™ programs offered by our competutors, (c) our ability to tmely meet the
needs and demands of our customers, (d) our abulity to properly incentivize our sales force to build strong customer relationships,

(e} the economic viability of our customers (see the discussion n the following paragraph), (f} the strength and recovery of the United
States economy, {g) our abihity to limut service distuptions as we oplirmize our network and migrate our existing customers to our new
iliing platform and (h) an ability 10 overcome our customers’ concerns regarding our bankruptcy We can make no assurances that
our churn rates (1ncluding line chuen) witl not increase [f our chuen rates (including line churn) increase or are hagher than expected,
this could have a matenal adverse effect on our business and prospects

We provide services to small and medium-sized businesses as well as network service providers Many of these businesses
have expenienced substantial financial difficulties in recent months, 10 some cases leading to banknuptcies and hquidations The
financial dfficulties of these companies could have a material adverse effect on our financial results if we are unable to collect
revenues from these customers or if such customers reject the customer’s contract with us in 1ts bankruptcy In addition, among other
things we believe companies in financial difficulty are less likely to expand their operanions and related demand for commumcations
services and to migrate from diat-up Internet connections to more advanced dedicated connecuons such as those that we offer

The financial difficulties of other competitive communications providers ¢ould adversely affect our business Many
competitive local exchange carmiers, long distance carniers, and other emerging communications providers have expenenced
substantial financial difficulties over the past year 1n some cases leading te bankruptcies and hiquidations
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The financal difficulues of these compames could reflect poorly on our own financial stabihity, may dirunish our ability to obtam
further capital may adversely affect the willingness of potential customers 1o move their commumcations services to an emerging
carnter hke Allegiance and may result in losses or write-offs of reciprocal compensation and access revenues from these carmers
Moreover, we have experienced efforts by established carriers to promete this problem by suggesting to their customers that they
should not risk placing their communtcations services in the hands of an emerging carnier including one that has filed for bankruptey
Some of our competiors have emerged from bankrupicy and others currently in bankruptcy may do so as well Many of these
compantes have been able 10 reduce their debt and otherwise recapitalize thesr business and as a result, may be able to gain greater
market share by reducing the prices for their products and services These companies may be able 10 reduce their prices to a pont
{ower than our prices and yet still be able to make a profit because of their reduced debt We may lose business as a result of this price
competiton and such loss of business may have a matenal adverse effect on us

if we do not interconnect with and maintaim efficient working relationships with our primary competitors, the
incumbent local carriers, our business will be adversely affected Many new carriers including us, have experienced difficulties
working wiih the incumbent local carners with respect to imtiahing, interconnecting and implementing the systems used by these new
carriers to order and receive unbundled network elements and wholesale services and locating the new carmers’ equipment in the
offices of the incumbent local carniers As a competitive carner we must coordinate with incumbent local carriers so that we can
provide local service to customers on a bmely and compentyive basis The Telecommumications Act of 1996 created 1ncentives for
regional Beil operating companses to cooperate with competitive carners and permit access to their facihibies by denying such
compames the ability to provide in-region long distance services unti! they have satisfied statutory conditions designed to open their
local markets 10 compention The FCC has granted approvat to BellSouth Verizon and SBC to provide in-region long distance service
n every state where they operate At this ttme the FCC has also granted approval for Qwest to provide in-region long distance
service 1n every state where they operate with the exception of Arizona Once authorized to provide long destance service the RBOCs
may have less incentive 1o be accommodating to us 1n addimon, these compantes may hmit the development of their systems that they
were doing prior 1o being permitted to offer long distance services

The regional Bell operating compames have been fined numerous times by bath federal and state authonties for their failure
te comply with applicable telecommunications laws and regulations We do not believe these fines have had any meanmgful impact
on the anticompetitive practices of many of these companies and 11 fact believe that these practices are increasing 1n most of our
markets We attempt to enforce our ights against these incumbent monepoties but often times the remedies are inadequate to change
their anhicompetstive practices and in any event provide us with little of no recovery of the damages we have suffered as a result of
these practices Moreover efforts by us 10 enforce our nights against these compames may further dimimsh the level of cooperation we
recetve from them If we cannot obtain the cooperation of a regional Bell operaing company 1n a region, whether or not it has been
authonzed 1o offer long distance service or a regional Beld operanng company otherwise fatls 1o meet our requirements for example,
because of (1) labor shortages, (2) work stoppages or (3) disruption caused by mergers or other orgamzational changes or terronst
attacks, our ability to offer local services 1n such region on a nmely and cost-effective basis will be matenally adversely affected
Specifically, Venzon and the unvins, Commurications Workers of America and the International Brotherhood of Elecinical Workers,
have been working with a Federal mediator since July 29, 2003 attempting to renegotiate the apphcable union contracts Although the
union contracts expired a1 midmght August 2, 2003, Verizon employees in 13 states and the District of Columbia have reported to
work as normal We purchase services from Venzon to enable us to provide services 1o our existing and new customers and any stnke
by these unions could have a matenal adverse affect on our business

We have expenenced difficulties also with recerving payment from the incumbent local exchange carriers on reciprocal
compensation access charges, and other services provided by us to them These balances i some instances may be significant and
material We have generally been able to reach mutually acceptable settlements of these ameunts 1n the past, but there can be no
assurance that we will be able to do so 1 the future If we do not recerve payments from the sncumbent local exchange carners with
respect to these services provided by us to them and/or 1f we are unabie to reach settlement agreements for the incumbent local
exchange companies 1o pay amounts owed to us, 1t could have a matenial adverse effect on us [n addition, some of our interconnection
agreements allow the incumbent jocal exchange carners so increase the secunity amount held by them In addition, some unlities may
seek additional assurances in the form of deposits or other security m accordance with our bankruptey filings and the bankruptcy rules
If we are forced to increase any security provided to these carriers, this would reduce the amount of cash avarlable for expenses of our
business which could have a matenal adverse effect on our business

Our principal competitors for local services, the .ncumbent local carriers, and potential additional
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competitors, have advantages that may materially adversely affect our ability to compete with them. The telecommunications
industry 1s highiy competitive In each of the markets targeted by us we will compete principally with the incumbent local carrier
serving that area Many of our current and potential competitors 1n the local market have financsal, technical, markeung, personnel and
other resources ncluding brand name recogmtion. substantially greater than ours, as well as other competitive advantages over us
Incumbent local carriers also enjoy other advantages that may adversely affect our ability to compete with them such as our need to
purchase critical elements of our network from them Incumbent local carriers are established providers of local telephone services to
al! or virtually all welephone subscribers within their respective service areas Incumbent local carmiers also have long-standing
relationships with federal and state regulatory authonties FCC and state admimsirative decisions and snimanves provide the
incumbent locai carners with pncoing flexibility for their

private himes, wiuch are prnvate, dedicated telecommunications connections between customers

special access services which are dedicated lines from a customer 10 a long distance company provided by the local
phone company, and

swilched access services, which refers to the call connection provided by the local phone company’s switch between
acustomer s phone and the long distance company’s switch

In additson, with respect 1o competiive access services, such as special access services as opposed to switched access
services, the FCC has granted incumbent local carmers increased pricing flexibility and deregulation for such access services after
certawn competitive levels are reached 1f the incumbent local carrers are allowed by regulaters to offer discounts to large customers
through contract tanffs engage 1n aggresssve volume and term discount pricing practices for their customers, and/or seek to charge
compentors excessive fees for interconnection to their networks or access 1o unbundled network elements, competitors such as us
could be matenally adversely affected If future regulatory decisions afford the incumbent local carriers increased pricing flexibihty or
other regulatery rehief such decisions could also have a matenal adverse effect on competitors such as us

We also face, and expect 10 continue to face, competitton in the local market from other current and potential market entrants,
wcluding long distance carniers seeking to enter, reenter or expand eniry into the local exchange marketplace such as AT&T,
WorldCom and Sprint, and from other competitive tocal carriers, wireless carners, resellers, competitive access providers, cable
television companies, electric utihities, microwave cartiers and private networks built by large end users In addition, the developtment
of new technalogtes could give nse to sigmficant new competitors in the local market

Significant compention in providing long distance and Internet services could reduce the demand for and profitability
of our services, We also face sigmficant competstson in providing long distance and Internet services Many of these competitors have
greater financial, technological, marketing, personnel and other resources than those available 10 us

The long distance telecommunications market has numerous entities competing for the same customers and a high average
wmover rate as customers frequently change long distance providers 1 response to the offening of lower rates or promotional
incentives Prices in the long distance market have declined sigmficantly in recent years and are expected 1o continue to decline We
face competiion from large carriers such as AT& T, WorldCom and Sprint, wireless carrers and many smatler long distance carrers
Other compettors inciude regional Bell operating companies providing long distance services outside of their local service area and,
with the removal of regulatory barriers, long distance services within such local service areas, other compentive local carners,
muicrowave and satellste carriers and private networks owned by large end users The FCC has granted approval to provide 1n-region
long distance service 1o BetlSouth and Verizon 1n all of their states, to SBC Commumcations 1n Cahfornia, Texas, Oklahoma,
Missouri Arkansas, Kansas and Nevada, and to Qwest 1n Montana, Utah, Washington, Wyoming, Colorado, [daho, lowa, Nebraska,
North Dakota, South Dakota, New Mexico and Gregon We may also increasingly face competition from companies offering local and
long distance data and voice services over the Internet Such companies could enjoy a sigmificant cost advantage because they do not
currently pay many of the charges or fees that we have to pay

The Internet services market ts highly compettive and there are limuited barriers to entry We expect that competition will
continue to ntensify Our competitors 1n this market include Internet service providers, incumbent local carriers, other
telecommunications companes, online service providers, cable companies, and [nternet software providers

Our need to comply with extensive government regulation can imcrease our costs and slow our growth. Our networks
and the provisson of telecommunications services are subject to sigmficant regulation at the federal, state and local levels Delays in
recerving required regulatory approvals or the enactment of new adverse regulation or regulatory
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requirements may slow our growth and have a matenal adverse effect upon us

The FCC exercises junsdiction over us with respect to interstate and enternational services We must obtain and have
obtaned through our subsidiary, Allegiance Telecom lnternational Inc , priar FCC authonzation for installation and operation of
internanienaf faciltties and the provision ncluding by resale of international long distance services

State regulatory commssions exercise junsdiction over us because we provide intrastate services We are required to obtain
regulatory authonzation and/or file tanffs at state agencies tn most of the states m which we operate If and when we seek to buiid our
own network segments local authonties regulate our access 1o municipal nghts-of-way Constructing a network and selling and
maintaining telephore equipment 15 also subject to numercus local regulatsons such as building codes and heensing Such regulations
vary on a city by city and county by county basis In some states we are required 1o obtain state contractor licenses | we do not
ebtain such required licenses we may be subject to fines, revocation of our certsficates and hicenses and other penalties

Regulators at both the federal and state level require us Lo pay various fees and assessments, file periodic reports, and comply
with vanpus sules regarding the contents of our biils, protection of subscnber privacy, service guality and sumilar matters on an
ongoing basis

We cannot assure you that the FCC or state commissions wall grant required authonty or refrain from taking action agatnst us
if we are found to have provided services without obtaining the necessary authorizations, or to have violated other requrements of
their rules and orders Regulators or others could challenge our comphance with applicable rules and orders Such challenges could
cause us 10 incur substantial legal and administrative expenses and cause matenal adverse effects

In addinon federal and state regulators regulate our ability 10 discontinue services and/or change prices to our customers We
can give ho assurance that we will be able to discontinue unprofitable services to our customers 1n a imely fashion Nor can we
provide any assurance that we can raise prices or change our rate plans for such unprofitable services 1n a imely fashion Accordingly.
we may be forced to continue 10 charge reduced prices for unprofitable services for the foreseeable future

Deregulation of the telecommunications industry invelves uncertainties, and the resolution of these uncertainties
could materially adversely affect our business The Telecommumcations Act of 1996 remains subject 1o judicial review and
additional FCC rulemaking, and thus 1t 1s difficult te predict what effect the legislation will have on us and cur operations There are
currently many regulatory actions underway and being contemplated by federal and state authonties regarding interconnection pricing
access to and pricing for unbundled netwoerk elements and other 1ssues that could result in sigmficant changes 1o the business
conditions 1n the telecommunications industry We cannot assure you that these changes will not have a matenal adverse effect upon
us On February 20 2003, the FCC announced 1ts decision 1n 11s trienmal review of the obligations of mcumbent carners to provide
competitors access to unbundled network elements A brief summary of that decision 1s provided under “The regulation of
interconnection with incumbent local carriers wvolves uncertairties and the resclution of these uncertainnes could adversely affect
aur business "

We continue to monitor our network from a performance and cost perspective and as a result, our network
optimzation routines may have an adverse effect on our customers Qur engipeering and operations organizations continually
monitor and analyze the utilization of our network As a result, they may develop projects to modify or eliminate network ¢trculs or
colocatton facilities that are underuthized or unprofitable This ongoing process may result in hmited network outages for a subset of
our customers, adversely affecting our relationship with them and may increase our custemer disputes and/or customer chum

Qur commaon stock 1s an extremely risky investment for a variety of reasons, meluding those histed in the “Bankruptey
Related Risk Factors” above, Allegiance Telecom, Inc 's common stock 15 currently traded on the Over the Counter Bulleun Board
under the symbol “ALGXQ OB " The NASDAQ Nationa! Market delisted the common stock on May 27, 2003 We believe there 1s
now decreased hiquidity of our common stock Extreme caution should be exercised with respect to investments 1n any of such
secunties

Our past acquisitions may be difficult to integrate, disrupt our business, dilute our stockholders and divert
management attention We have acquired a number of companies as part of our business plan, especially companies that provide

Internet and web hosting services Acquisttions invelve nsks and present 1ssues, including, among others

. the difficulty of integraung the acquired operations, inciuding provisiening, billing and customer service systems,
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the diversion of personnel from other business concerns and potential disrupnion of our ongoing bustness,

. expectations of financial results not besng met,

. unanticipated ¢osts associated with acquisitions,

the difficulty 1n combuming the service offerings of the acquired company with our existing service offerings,
the tnability of management to maintain uniform standards, controls, procedures and policies,

the risks of entening businesses and markets 1n which we have little or no direct prior experience,

the impasrment of relationships with employees or customers of the acquired company as a result of changes in
managemenl or otherwise arising out of such transactions,

use of some of our available cash to purchase these businesses, and

dilutron of current stockholders due to 1ssuances of addibenal securities as consideration for acquisitions

We can make no assurances that we wil! be able to successfully integrate acquired businesses or operations that we have
acquired [n addinon we may not achieve the anticipated benefits from our acqusitions [f we fail to achieve the anticipated benefits
from such acquisitions we may incur increased expenses and experience a shortfall in our antreipated revenues and we may not obtain
a satisfactory return on our investment

ITEM 3 Quantitative and Quahtative Disclosures About Market Risk

Our investment policy 1s limited by our existing bond indentures and seqor credit agreement We are restnicted to mnvesting
in financial instruments with a maturity of one year or less The indentures require investments 1n lngh quality instruenents, such as
obligations of the U § government or any agency thereof guaranteed by the Unuted States of America, money market deposits and
commercial paper with a rating of AI/P1

We are thus exposed to market nsk related to changes 1n short-term U S interest rates We manage these risks by closely
monttoring market rates and the duration of our investments We do not enter into financial or commodity investments for speculation
or trading purposes and are not a party to any financial or commodity denvatives

Interest income eamed on our investment portfolio 1s affected by changes in short-term interest rates We believe that we are
not exposed 1o significant changes 1n fair value because of our conservative invesiment strategy However, the esumated interest
income for 2003, based on the estumated average 2002 earned rate on investments, 1s $4 0 million Assuming a 100-basis-poink drop in
the esnmated average rale, we would be exposed 10 a $2 8 mullion reduction in interest mcome for the year The following able
tllustrates this impact on a quarterly basis

Quarter Ending
March 2003 June 2003 Sep ber 2003 December 2003 Total

(dotars in millions)

Estimated average investments $ 2140 % 2664 § 2769 § 2708
Estimated average interest earned at the

average rate of 1 44% for the year ended

December 31, 2002 10 10 10 10 §% 40
Estimated 1mpact of mterest rate drop 07 07 67 07 28

Our outstanding long-term debt consists both of long-term, fixed rate notes, not subyject to interest rate fluctuations, and our
sentor secured credit facihties Borrowings under our semor secured credst factlities incur interest at a vanable rate, based on leverage
ratios, and 15 currently the London Interbank Offered Rate pius 4 50% Our blended borrowmg rate, taking new borrowings inio
account, 15 now 5 63% per annum and this wnterest rate will remasn fixed unnl December 24, 2003
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Therefore we will not be exposed to market nsk refated 1o rate fluctuanens until the end of the fourth quarter of 2003

Beginning in December 2003 we will be exposed to market risk related to market changes 1n the London [nterbank Offered
Rate and other market indexes Based on our current jevel of debt the smpact of a 100-basis-poimnt increase 1n our average interest rate
would cause an increase 11 interest expenge duning 2603 of (ess than $0 1 milhon

ITEM 4 Contrels and Procedures

Our prineipal executsve officer and our principal financial officer after management’s evaluation with the participation of
such officers have evaluated the effectiveness of our disclosure controls and procedures (as defined 1n Exchange Act Rules 13a-15(e)
and 15d-15(e}) as of the end of the peniod covered by this report, and have concluded that based on such evaluation that our
disclosure controls and procedures were effective There was no change 1n our internal control over financal reporting that oceurred
during the fiscal quarter covered by this report that has materially affected, or 1s reasonably likely to matenally affect our internal
control over financial reporting

The company 's management including the CEQ and CFO, does not expect that our disclosuce controls or our imernal
controls will prevent all error and all fraud A control system no matter how well conceived and operated, can provide only
reasonable not absolute assurance thal the objectives of the control system are met Further the design of a control system must
reflect the fact that there are resource constraints, and the benefits of controls rust be considered relative 1o their costs Because of the
inherent imtations m all control systems no evaluation of controls can provide absofute assurance that all control 1ssues and
instances of fraud 1f any within the company have been detected These inherent imitatiens include the realities that judgments in
decision-making can be faulty and that breakdowns can occur because of simple error or mistake Additionally, controls can be
crrcumvenmed by the mdividual acts of some persons, by collusion of two or more peonle or by management overnide of the control
The design of any system of controls also 1s based i part upon certain assumphions about the likehihood of future events, and there can
be no assurance that any design will succeed 1n achieving 1ts stated geals under all potential future conditions, over ime, control may
become madequate because of changes 1n conditions, or the degree of comphance with the policies or procedures may deteriorate
Because of the mhereni limuations in & cost-effective control system, misstatements due to error o fraud may occur and not be
detected Based upon the controls evaluanon, our CEO and CFO have cuncluded that subject to the ltmitations noted above, as of the
date of the controls evaluation our disclosure controls and procedures were effective to provide reasonable assurance that matenal
mformation telating to us 1s made knewn to management including the CEO and CFO, particutarly during the penod when our
penocdic reports are being prepared

PART I1 OTHER INFORMATION
ITEM 1. Legal Proceedings

On May 14, 2003, Allegiance Telecom Inc and all of its direct and indirect wholly owned subsidianes filed voluntary
petitions for rehef under Chapter 11 of the Untted States Bankruptcy Code 1n the Umted States Bankruptey Court for the Southern
District of New York The reorganization is being jointly admmmstered under the caption “In re Allegiance Telecom, Inc etal Case
No 03-13057 (RDD) " We are authonzed under Chapter 11 to conunue (o operate as an ongoing business as “debtors 1n possession,”
but may not engage 1n transactions outside the ordinary course of business without the prior approval of the Bankruptcy Court As of
the date of the bankruptcy filing, most pending litigation s stayed The nghts and claims of vanous ereditors and secunty holders will
be determuined by a plan of reorganization and under the priorty rules established by the Bankruptey Code cenamn post-petition
habihities and certain pre-petinon Liabihties (e g , our sentor secured debu) need to be satisfied before unsecured creditors or
stockholders are entitled to any distnbution Any Chapter 11 plan filed by us may provide that unsecured creduors of subsidiaries of
Allegiance Telecom, Inc will need to be satisfied before any distribuntion to the unsecured creditors or stockholders of AHlegiance
Telecom, Inc  As a result, a plan of reorganization coutd result in holders of our bonds recelving hittle or no value as part of the plan
of reorgamzanon  Based on current discussions with our creditors regarding a plan of reorgamzation, Allegiance Telecom, Inc
common stock will probably receive ho value as part of the reorganization  In light of the foregoing, we urge that extreme caution be
exercised with respect to exasung and future investments in any of such secuninies and ¢laims A plan of reorgamzation must be
confirmed by the Bankruptey Court At this time, 1t 15 not possible to predict accurately the effect of the Chapter 11 reorgamzation
process on our business our creditors or our stockholders or when we may emerge from Chapter 11 Qur future results depend on the
trmely and successful confirmation and implementation of a plan of reorganization
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ITEM 2. Changes in Securiies and Use of Proceeds
Not apphicable
ITEM 3 Defauits Lpon Semor Securities

On Apnl 30, 2003 we publicty announced that we were b default under the terms of our semior credit agreement We were
in default under the sentor credit agreement because we failed to, among other things (1) comply with the total leverage covenant
which prolitated us frem having more than $645 miliion in debt as of April 30, 2003, (2) comply w1th the free cash flow covenant,
which required us to have no more than negauve $19 million of free cash flow n the first quarter of 2003 (3) comply with the
leverage interest coverage and debi service ratios {4) deliver an unqualified audit opinson for the perod ended December 31, 2002
and (53 enter 1n1o a permanent amendment {0 out semor credit agreement On April 29, 2003, we recerved a farbearance from our
lenders unnl May 15 2003 On May |, 2003, we filed a Form 8-K descnbing and attaching this press release and forbearance
agreement As a result of our bankrupicy filing, there 15 an event of default under our senior credit agreement as well as our two
imdentures

ITEM 4 Submussion of Matters to a Vote of Security Holders

We did not submut any matter 1o a vote of our stockholders dunng the quarter ended September 30 2003
ITEM 5 Other Information

Mone

ITEM 6 Exkibits and Reports on Form 8-K

(a) The following exhibits are filed with this report and made a part hereof
Exhibit
Number Desc ription
Il Statement regarding computation of per share loss for the three months ended September 30, 2003
12 Statement regarding computation of per share loss for the mae months ended September 30, 2003
113 Statement regarding computation of per share loss for the three months ended September 30, 2002
114 Statement regarding computation of per share loss for the nine months ended September 30, 2002
311 Cerufication of the Principal Executive Officer Pursuant 1o Section 302 of the Sarbanes-Oxley Act of 2002
312 Certification of the Principal Financial Officer Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002
321 Certification of the Chief Executive Officer pursuant to Section 906 of the Sarbanes-Oxley Act of 2002
322 Certfication of the Cluef Financial Officer pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

{h Reports on Form 8-K

Allegiance Telecom, Inc filed a current report on Form 8-K on July 28, 2003 reporting that it was postponing 1ts annuaj
stockholders” meeting oniginally scheduled for July 26 2003

Allegiance Telecom, knc fiied a current report on Form 8-K on July 31, 2003 anncuncing that Aliegiance Telecom [nc and
all of 11s subsidianes filed their monthly operating statement for the months of May and June 2003 with the U S Bankruptey Court for
the Southem District of New York

Allegiance Telecom, Inc filed a current report on Form 8-K on August 22, 2003 discussing s results of operatrons and
financial condition for the fiscal quarter ended June 30 2003

Allegiance Telecom, Inc filed a current report on Form 8-K on September 4, 2003 announcing that Allegiance Tetecom Inc
and all of its subsidiaries filed theiwr monthly operating statement for the month of July 2003 with the U S Bankruptcy Court for the
Southern District of New York
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Allegiance Telecom. Inc filed a current report on Form 8-K on September 29, 2003 announcing that Allegiance Telecom,

lnc and ail of us subsidianes filed thesr monthly operating statement for the month of August 2003 with the U § Bankruptcy Court
for the Southern Distnect of New York

Allegiance Telecom In¢ filed a current report on Form 8-K on October 31 2003 announcing that Allegiance Telecom. Inc

and all of 118 subsidianes filed their monthly operating statement for the menth of September 2003 with the U S Bankruptey Court tor
the Southern Dustrict of New York

Allegrance Telecom, lnc filed a current report on Form 3-K on November 10 2003 discussing its results of operations and
financial condition for the fiscal quarter ended September 30, 2003

SIGNATURES

Pursuant to the requitements of the Securities Exchange Act of 1934 the Regstrant has duly caused this report to be signed
on its behalf by the undersigned, thereunto duly authonzed

ALLEGIANCE TELECOM INC
By s/ Royce ] Holland
Royce J Holland,
Chairman of the Board and
Cinef Evecutrve Officer

By /s/ Thomas M Lord
Thomas M Lord,
Execticrve Viee President of Corporate
Development and Chief Financial Officer

Dated November 19, 2003
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INDEX TO EXHIBITS

Exhibit

Number flescriphion

1! Statement regarding computation of per share loss for the three months ended September 30, 2003

112 Statement regarding computation of per share loss for the nine months ended September 30, 2003

i3 Statement regarding comyputation of per share loss for the three months ended September 30, 2002

14 Statement regarding computation of per share loss for the nine months ended September 30, 2002

3! Certsfication of the Principal Executive Officer Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002
32 Cerhification of the Principal Financial Officer Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002
321 Certification of the Chnef Executive Officer pursuant to Section 906 of the Sarbanes-Oxiey Act of 2002
322

Certification of the Chief Financial Officer pursuant 1o Section 906 of the Sarbanes-Oxley Act of 2002
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ALLEGIANCE TELECOM, INC
{Debtors and Debtors-In-Possession)
COMPUTATION OF PER SHARE EARNINGS (LOSS)

NINE MONTHS ENDED SEPTEMBER 30, 2003
(Dollars 1n thousands, except per share amounts)

Prior to Instial Pubhe Offering
1997 Common Stock Offenng
After Imtiat Pubhic Offering
1998 Common Stock Offenng
Preferred Stock Converted to Common Stock
1999 Common Siock Offering
2000 Common Stock Offering
Cash in Lieu of Stock Split
Treasury Shares
Warrants
Stock Options Exercised
Fmplovee Stock Discount Purchase Plan Shares Issued
Common Stock Issued for Business Acquisitions
Restncted Shares 1ssued to Employees

WEIGHTED AVERAGE SHARES OUTSTANDING
NET LOSS APPLICABLE TO COMMON STGCK

MNET LOSS PER SHARE, BASIC AND DILUTED

Number of Percent

Shares Outstanding
639 100 060%
15 600 000 100 00%
60,511,692 100 00%
21,041,100 100 00%
10,703,109 100 00%
{377 100 00%
(327.495) 100 00%
973,871 100 00%
1,362,257 100 00%
3458 578 99 9%
5,874,505 100 0%
2,205,022 94 7%

Exhibit 11.2

Eguivalent Shures

639

15 000 000
60,511,692
21 041,100
10,703,109
(577)
{327,495)
973.871
1,362,257
3,455 455
5,574,505
2,089,691

120,684,247
$ (275581 000)
$ (228




ALLEGIANCE TELECOM, INC
{Debtors and Debtors-In-Possession)

COMPUTATION OF PER SHARE EARNINGS (LOSS)
THREE MONTHS ENDED SEPTEMBER 30, 2002
(Dollars in thousands, except per share amounts)

Prior to Initial Public Offertng
1997 Commoen Stock Offening
Afier Imtial Pubhie Offenng
1998 Common Stock Offering
Preferred Stock Converted to Common Stock
1999 Common Stock Offersng
2000 Common Stock Offerning
Cash (n Lieu of Siock Sphit
Treasury Shares
Warrants
Stock Options Exercised
Employee Stock Discount Purchase Plan Shares [ssued
Common Stock 1ssued for Business Acquisitions
Restricted Shares [ssued to Employees

WEIGHTED AVERAGE SHARES OUTSTANDING
NET LOSS APPLICABLE TO COMMON STOCK

NET LOSS PER SHARE, BASIC AND DILUTED

“umber of Percent

Shares DOutstynding
639 100 00%
15 600,000 100 00%
60,511,692 100 00%
21,041,100 100 00%
10,703,109 100 00%
(577) 100 00%
(327,495 100 00%
768 021 99 84%
1,362,257 100 00%
2,319,736 99 48%
5,558 747 100 00%
1226,768 22 2%

Exhibit 1.3

Equrvalent Shares

639

15,000 000
60,511,692
21 041,100
10,703,109
(577
{327,495)
766,784
1,362,257
2 307.692
5,558,747
273463

147,197 411

$ _ {113 11¢,000)

$ {097
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Exhibit 31.1

CERTIFICATION

1 Royce ] Holland certify that

!

-

I have reviewed this quarterly report on Form F0-Q of Allegiance Telecom, Inc ,

Based on my knowledge, tius quarterly report does not contain any unirue staterment of a matenial fact or omut 10 state a
material fact necessary to make the statements made 1 Light of the circumstances under which such staterments were made
not misleading with respect to the penod covered by this report

Based on my knowledge the financial statements, and other financial information included in this report fairly present in all
matenal respects the financial condition, results of operations and cash flows of the registrant as of and for, the periods
presented 1o this repert

The registrant s other certifying officer(s) and [ are respensible for establishing and mamtaining disclosure controls and
procedures (as defined 1n Exchange Act Rules 13a-15(e) and 15d-15¢e}) for the registrant and have

(a} Designed such disclosure controls and procedures or caused such disclosure controls and procedures 10 be designed
under our supervision, to ensure that matenal information relating 10 the registrant, sncluding 1ts conselidated
subsidianes 18 made known 10 us by others withen those entities parhicularly dunng the penod i which ths report
1s being prepared,

(b) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our
conclusions about the effectiveness of the chsclosure controls and procedures as of the end of the period covered by
this report based on such evaluation, and

{c) Disclosed 1n this report any change in the regisirant’s internal control over financial reporting that occurred duning
the registrant’s most recent fiscal quarter {the registrant s fourth fiscal quarter 1n the case of an annual report) that
has matenaliy affected, or 1s reasonably hkely to materially affect, the registrant’s internal control over financial
reporting. and

The registrant s other certitying officer(s) and I have disclosed, based on our most recent evaluation of intemal control over
financial reporting, to the registrant's auditors and the audit commitiee of the registrant’s board of directors (or persons
performing the equivalent fuactions)

{a} All sigmficant deficiencies and matenal weaknesses 1n the design or operation of internal control over financial
reporting which are reasonably likely to adversely affect the registrant’s ability to record, process, summarize and
report financial information, and

(b) Any fraud whether or not matenal, that invoives management or other employees who have a significant role 1n the

registrant’s internal control over financial reporting

/s/ ROYCE ] HOLLAND

Date November 19, 2003 Royce | Holland, Chairman and Chief Executive Officer




Exhibst 312
CERTIFICATION

[, Thomas M Lord certify that

1

=2

| have reviewed this quarterly report on Form 10-G of Allegiance Telecom Inc,

Based on my knowledge. this quarterly report does not contain any untrue staternent of a material fact or omit to state a
material fact necessary to make the statements made 1n light of the ctrcumstances under which such statements were made,
not misleading with respect 1o the period covered by this report,

Based on my knowledge the financial statements, and other financial information included 1n thas report, fairly present in all
material respects the financial condition, results of operations and cash flows of the regstrant as of, and for, the penods
presented in this report,

The registrant’s other certifying officer(s) and 1 are responsible for estabhishing and maintaiming disclosure controls and
procedures (as defined 1n Exchange Act Rules [ 3a-[5(e) and 15d-{5{e}) for the registrant and have

(a) Designed such disclosure controls and procedures, or caused such disclosure centrols and procedures to be designed
under our supervision, to ensure that matenal snformation relating to the registrant, including 1ts consolidated
subsicharies 15 made known 10 us by others within those ennities, particularly durnng the period in which this report
15 heing prepared,

by Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented 1n this report our
conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the penod covered by
this report based on such evaluation, and

c) Disclased in this report any change in the registrant’s internal control over financial reperting that occurred during
the registrant s most recent fiscal quarter (the registrant’s fourth fiscal quarter wn the case of an annual report) that
has materiaily affected, or 1s reasonably likely to matenally affect, the registrant’s mnternal control over finaneial
reporting and

The registrant’s other certifying officer(s) and [ have disclosed, based on cur most recent evaluation of internal control over
financial reporting, 1o the registrant’s auditors and the audit commutiee of the registrant’s board of directors (or persons
performing the equivalent functions)

{m All sigmificant deficiencies and matenal weaknesses in the design or operation of imernal control over financial
reporting which are reasonably likely to adversely affect the registrant’s ability to record, process, summanze and
report financial information, and

(b Any fraud, whether or not matersal, that involves management or other employees who have a significant role in the

registrant s internal controd over financial reporting

;s THOMAS M _LORD
Thomas M Lord, Execunive Vice Presidens of Corporate

Date November 19, 2003 Development and Chief Financial Officer




Exhtbit 32.1
SEC FION 906 CERTIFICATION

The undersigned hereby cerifies, 1n accordance with 18 U S C 1350 as adopted pursuant to Section 906 of the Sarbanes-
Oxley Act of 2002 1n tus capacity as an officer of Allegiance Telecom Inc (the “Company™), that, 10 s knowledge the Quarterly
Report of the Company on Form 10-Q for the period ended September 33 2003 fully complies with the requrements of Secttan 13(a)
or Section 15{d) of the Securities Exchange Act of 1934 and that the infotmation contained tn such report fairly presents mall
matenal respects the financial condition and results of operations of the Company

isf ROYCE )] HOLLAND

Name Royce ] Holland
Titte Charrman and Chief Executn e Officer

Dated November 19 2003 By




Exhimt 32.2
SECTION 906 CERTIFICATION

The undersigned hereby certifies, in accordance with 18 U § C 1350, as adopied pursuant 1o Section 906 of the Sarbanes-
Oxley Act of 2002, (n hss capacity as an officer of Allegiance Telecom, Inc (the “Company™), that, to lus knowledge the Quarterly
Report of the Company on Form 10-Q for the penod ended September 30 2003 fully comphes with the requirements of Section 13{a)
or Section §5(d) of the Secunties Exchange Act of 1934 and that the mformation contained 1n such report faicly presents, in all
material respects. the financial condiien and results of operations of the Company

's'! THOMAS M LORD
Name Thomas M Lord,

Title Executive Vice President of Corporate
Dated November 19, 2003 By Developmenr and Chief Financial Officer




